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MEMORANDUM OF DECISION
ONMOTION TO ESTIMATE THE CONSTRUCTIVE TRUST CLAIM
OF THE UNITED STATES FOR PURPOSE OF ALLOWANCE

KRECHEVSKY, U.S.B.J.
l.

|SSUE

The court, on May 9, 2001, issued a written ruling (the “May 9" ruling”)
deferring until the close of evidence a decision on the motion of Handy & Harman
Refining Group, Inc., aChapter 11 debtor in possession (“thedebtor”), filed pursuant
to Bankruptcy Code § 502(c)*to estimateat zer othe $13,474,836.55 claim of the United
States Mint (“the Mint”)? for the imposition of a constructive trust on the debtor’s
present bank account (“the estimation motion”). The court there concluded that a
ruling on the estimation motion must await the Mint’s presentation of evidence
“limited to thetracing of Mint silver, or itsproceedsinto the present possession of the
debtor.” (May 9" Ruling at 10). The Mint has now presented its evidence, and the

parties have submitted extensive post-hearing briefs, including proposed findings of

1 Section 502(c) provides:

(c) Thereshall be estimated for purpose of allowance under this section

(1) any contingent or unliquidated claim, thefixing or liquidation of
which, asthe case may be, would unduly delay theadministration of the
case; or

(2) any right to payment arising from aright to an equitableremedy
for breach of performance.

2 The Mint is a Bureau of the Department of the Treasury of the United States of

America, according to the Mint’ s Brief.



factsand conclusions of law.

The question now before the court is whether the Mint, assuming for the
purpose of theinstant motion the existence of those factor sfor applying a constructive
trust (thedebtor’sprepetition conversion of the Mint silver bailed to the debtor) and
acknowledging that the debtor doesnot now possessthe Mint’ssilver, has established
afoundation for the appropriate application of the “intermediate balancerule.” The
Mint assertsit has, and the debtor and the Official Committee of Unsecured Creditors
(together, “the movants’) argue the Mint hasnot. The court will not repeat much of
the background contained in the May 9" ruling, and that ruling should be read
together with this memorandum.

.

BACKGROUND

The debtor, located in South Windsor, Connecticut, together with Attleboro
Refining Company, Inc. (“*ARC”), itssubsidiary, located in Attlebor o, M assachusetts,
provided refining servicesto customersfor therecovery of precious metalsfrom high-
grade mining concentrates, and from jewelry and industrial scrap, for which they
received fees. Thesdlver the Mint, as a customer, delivered to the debtor for further
refining was high-grade silver bullion.

The debtor, in general terms, either purchased from its customers the metal
they delivered at some point in the refining process or, upon request by a customer,
returned an equivalent amount of metal tothecustomer. Totheextent that thedebtor

purchased the metals from customers, the debtor sold an equivalent amount



immediately to a banking consortium headed by Credit Suisse First Boston
International (“Credit Suisse”) to reduce the economic risks of precious metal price
fluctuations. The debtor kept track of metal transactions by maintaining for each of
its approximately 400 customers a consignment ounce account which it periodically
issued. If a customer delivered more than one type of metal, the debtor issued a
separ ate consignment ounce account for each metal. Attachment A tothisrulingisan
example of such an account. The debtor?, on a monthly basis, and in its annual
financial statement, published “inventories’ reports disclosing the precious metals
which the debtor had on its premises or in depositories or had sent to smelters. This
report also set out the metal obligations which the debtor owed to entities such as
Credit Suissg, itslender, Fleet National Bank and Fleet PreciousMetal, Inc. (“ Fleet”),
and consignment customers. Attachment B to thisruling isan example.
Thedebtor’saudited annual financial statementsdid not includepr ecious metal
inventory as an asset, and these statements specifically noted that it wasthe debtor’s
policy to own no precious metal, with the debtor holding customers’ metal under
assignment or bailment arrangements. Typically, theinventoriesreport would bein
balance -- that is, metal the debtor possessed equaled metal it owed. The problem in
thedebtor’sbankruptcy caseisthat on March 28, 2000, the petition date (“the petition
date”), the debtor was insolvent and was obligated to Fleet, Credit Suisse and to

customersfor consider ably mor e precious metal than waslocated on itspremisesor at

¥ ARC did not maintain a separate precious metal inventory and all metal held by

ARC was accounted for in the debtor’srecords.
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other locations.

Onthepetition date, noneof thedebtor’sbank accountshad a positive balance.
Asof April 10, 2001, the debtor’sbank account contained appr oximately $20,000,000.
The sour ce of these fundsisasfollows. Approximately $10,000,000 was derived from
foreign and domesticthird-party smelters,towhom thedebtor had sent thejewelry and
scrap material for smelting, when these smelter spostpetition satisfied their obligations
in cashtothedebtor. Thedebtor received approximately $800,000 from post-petition
sales of certain of itsrealty. The balance of some $9,200,000 came either from the
debtor’s recovery of gold and silver which had become embedded over the yearsin
ARC’sreverberatory furnacesor in theliquidation of customer metal in the debtor’s
possession on the petition date. Noneof the customer metal that thedebtor held on the
petition dateincluded theMint’ssilver. Thedebtor had either transferred such metal
66 to Credit Suisse, to Fleet, or prior toits petition, returned a portion to the Mint.

[11.

CONTENTIONSOF THE PARTIES

A.

Asnoted, for the purpose of the estimation motion, the court isto assumethat,
except for thetracingrequirement, theMint hasestablished thebasisfor theimposition
of a constructive trust. “A constructive trust arises if a party clothed with some
fiduciary character holdslegal titleto property which, equitably viewed, he ought not

to hold because of fraud, duress, abuse of confidences, commission of wrong, or any

form of unconscionable conduct.” Inre Drexd Burnham Lambert Group, 142 B.R.




633, 363 (Bankr. S.D.N.Y. 1992) (internal citations and quotations omitted); see also

Sanyo Electric, Inc. v. Howard’'s Appliance Corp. (InreHoward’'s Appliance Corp.),

874F.2d 88,93 (2d Cir. 1989) (“Wherethedebtor’ sconduct givesrisetotheimposition
of a constructive trust, so that the debtor holds only bare legal title to the property,
subject to aduty toreconvey it to therightful owner, the estatewill generally hold the
property subject tothe samerestrictions.”) (quotations omitted). “It ishornbook law
beforeaconstructivetrust may beimposed, aclaimant toawrongdoer’ sproperty must
trace his property into a product in the hands of the wrongdoer.” (May 9" Ruling at
7) (citationsomitted). Since, asthe Mint concedes, it cannot tracethe Mint silver into
the present possession of thedebtor, theMint urgestheuseof theinter mediate balance
ruleto the facts established during the proceeding.

The Mint appropriately describesin its brief the intermediate balance rule as
follows:

Theintermediate balanceruleisafiction to deal with the
problem of commingling and, specifically, to identify the
property which was to have been held in trust. The
bankruptcy court will follow the trust fund or property
and decreerestitution wherethe amount of the deposit at
all times since the intermingling of funds or property
equaled or exceeded the amount of thetrust funds. [The
ruleprovides] a presumption that if fundsarewithdrawn
from an account composed partially of trust funds and
partially of other funds, for a nontrust purpose the
nontrust fundsare deemed transferred first and thetrust
funds last. (Citations and internal quotation marks
omitted.)
(Mint Brief at 17-18.)

The Mint theorizes that the debtor, by delivering to each metal customer a



consignment ounce statement (Attachment A), and by establishing a balance sheet of
precious metal (Attachment B), has maintained a*“ Metal Pool” of property which isa
“nearly perfect” analogy to that of a bank account. (Mint Brief at 24). The Mint
claims that its silver “became part of the [debtor] Metal Pool prior to the Petition
Date.” (l1d. at 26). Themovantsand theMint have stipulated that theamount of silver
in the Metal Pool never fell below the amount of silver underlying the Mint’s claim.
TheMint concludes. “Accordingly, theMint hasestablished all elementsrequired for
imposition of the intermediate balance rule against the cash proceeds of [debtor’s|
Metal Pool.” (1d.).
B.

The movants deny that the Mint’s theory of tracing has merit. The movants
first contend that, assuming the Mint’s silver became part of a Metal Pool when
received, the Mint’s silver did not remain in the Metal Pool, as it was undeniably
transferred to Credit Suisse, Fleet, or, in part, returned tothe Mint. Themovantscite

Salisbury Inv. Co. v.Irving Trust Co. (In re United Cigar Stores Co., 70 F.2d 313, 316

(2d Cir. 1934) (emphasis added by movants):

When atrusteecomminglestrust fundswith other monies
in a single account, the lowest inter mediate balance rule
aids beneficiaries in tracing trust property. The lowest
intermediate balance rule, a legal construct, allows trust
beneficiaries to assume that trust funds are withdrawn
last from commingled accounts. Once trust money is
removed, however, it is not replenished by subsequent
deposits. Therefore, thelowest intermediate balancein a
commingled account represents trust funds that have
never been dissipated and which are reasonably
identifiable.




The movants next deny the existence of an account to which the intermediate
balancerule could apply. The Metal Pool described by the Mint did not consist only
of silver, but of many different precious metals, all of which werein various stages of
refining, noneof it owned by the debtor, and included accountsreceivable from third-
party smelters located around the world. The movants assert the debtor in its
consignment ounce statementsdid not represent that such metal wason hand, only an
amount of metal that the debtor, at some later time, would either purchase or return
in kind to the customer.

Lastly, the movants contend that even if a Metal Pool could be found to exist,
the Mint concedes that none of the precious metal in the Metal Pool belonged to the
debtor —the metal belonged to customers only. The movantscites5 Austin W. Scott

& William F. Fratcher, The Law of Trusts 8519 (4th ed. 1989): “Where a wrongdoer

commingles the money of two or more personswithout contributing any money of his
own, the claimants have an interest in the mingled fund in proportion to their
contributionsto thefund.” Thedebtor’sliquidating plan of reorganization proposes
totreat all metal customers claimsequally, with aproratadistribution of thedebtor’s
assets.
C.

Thepartiesarein agreement that theMint, asthe party asserting the existence

of a constructive trust, bears the burden of proof that the trust exists and that the

property, which is the subject of the trust, can be traced. Seeln re Columbian Gas




Systems, Inc., 997 F.2d 1039, 1063 (3d Cir. 1993), cert. denied, 501 U.S. 1110, 114 S.
Ct. 1050, 127 L .Ed.2d 372 (1994).
V.

DISCUSSION

A.

If, solely for thepurpose of theissueat hand, thecourt wereto accept theMint’s
premisethat thedebtor maintained a M etal Pool account comprised of bailed metal of
hundredsof customer s(including the Mint) and that $19,200,000 presently held in the
debtor’sbank account included the proceeds of the sale of such metal, the Mint could
still not establish the circumstances necessary for theimposition of a constructivetrust
on the Metal Pool account, or the debtor’s subsequent bank account. Thisisbecause,
under the Mint’s own theory, the funds at issue would be not property of the debtor,
but property of all consignor or bailor customers. In other words, under the Mint’s
theory, inasmuch as all of the metal previously held in the Metal Pool account was
property upon which a constructive trust could be imposed, none of the proceeds of
such property, presently held in the debtor’ sbank account, in equity constitutesnon-
trust funds.

Theintermediate balanceruleisapplicableonly to situationswheretrust funds
arecommingled with non-trust funds; it presumesthat any withdrawalsaremadefir st
against the non-trust funds. Such a presumption ismeaninglesswhen thereareno or
inconsequential non-trust fundsin theaccount. “ Theruleisuseful to work out equity

between a wrongdoer and a victim; but, when the fund with which the wrongdoer is



dealing is wholly made up of the fruits of the frauds per petrated against a myriad of
victims, the case is different. To say that, as between equally innocent victims, the
wrongdoer, having defeasible title to the whole fund, must be presumed to have
distinguished in advance[between thefundsattributabletotheMint’smetal and those
attributabletothe metal of the other metal customer s would becarrying thefiction to

afantastic conclusion.” Cunningham v. Brown, 265 U.S. 1, 13, 44 S.Ct. 424, 427, 68

L.Ed. 873 (1924).
B.

Policy Consider ations

The Mint concedesthat to grant it a constructive trust, insofar asother estate
creditors are concerned, “is harsh.” (Mint Brief at 30-31 (The granting of the
constructive trust which results in “depletion of the pool of assets to distribute to
businesses and individuals who did nothing wrong - is harsh.”)) Cf. In re Omegas
Group, Inc., 16 F.3d 1443, 1452 (6th Cir. 1994) (“ Constructivetrustsareanathemato
the equities of bankruptcy since they take from the estate and thus directly from
competing creditors, not from the offending debtor.”).

Thejustification submitted by the Mint for this court to order such a“harsh”
result is “the Mint’s status as a federal government bureau” where the Mint is
prohibited from disposing of silver without Congressional authority. (Mint Brief at 27.)
TheMint arguesthat for thiscourt “[t]o rule otherwise will establish a precedent that
government property may be converted by a dishonest debtor and a subsequent

bankruptcy filing.” (1d. at 30.)
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The court concludes such argument isunavailing sincethe Mint’sclaimsfor a
gpecial status as a government entity in thisinstanceis contrary to an equity court’s
duty to keep the playing field level. Congress is well aware of its power to grant
priorities. Cf. Bankruptcy Code 8507(a)(8) (granting governments priority over
general creditorsfor certain taxesand customsduties). It hasnot donesofor converted
gover nment property, and a court cannot and should not do so by judicial fiat.

V.

CONCLUSION

The court concludes that the Mint has not met its burden of proof for the
imposition of a constructive trust.* “If they were unable to carry the burden of
identifying the fund asrepresenting the proceeds of their [property], their claim must
fail. If their evidence left the matter of identification in doubt, the doubt must be

resolved in favor of the[debtor in possession], who representsall of thecreditorsof [the

4 Asone court commented:

Just as medieval alchemists bent all their energies to discovering a
formula that would transmute dross into gold, so too do modern
creditors lawyers spend prodigious amounts of time and effort seeking
to convert their clients general, unsecured claims against a bankrupt
debtor into something more substantial. The creditor's lawyer in this
case achieved success in this regard that can only be described as
phenomenal, transformingthelead of a breach of contract claim intothe
gold of a constructivetrust and, in turn, into the platinum of cash when
it turned out that thereal property on which the trust was belatedly to
be imposed had been sold. Under our Bankruptcy Code, such sorcery
demandsthehighest attention totherequirementsof pleading and proof
by its practitioner. Because those requirements were not met, we are
required toreversein part the decision of the court below.

Haber Oil Co., Inc. v. Swinehart (In re Haber Oil Co., Inc.), 12 F.3d 426, 430-31(5th
Cir. 1994).
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debtor], some of whom appear to have suffered in the same way. Like them, the

appellantsmust beremitted tothe general fund.” Schuyler v. Littlefield, 232 U.S. 707,

713, 34 S.Ct. 466, 58 L.Ed. 806 (1913). The debtor’s motion to estimate the
constructive trust claim of the Mint at zero for the purpose of allowance is granted.®
Itis

SO ORDERED.

Dated at Hartford, Connecticut this day of July, 2001.

ROBERT L. KRECHEVSKY
UNITED STATESBANKRUPTCY JUDGE

> TheMint seeksafavorableruling at thistime on its pending motion to estimate its
proof of claim for voting purposes. That motion isyet to be addressed.
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UNITED STATESBANKRUPTCY COURT
DISTRICT OF CONNECTICUT

IN RE: Chapter 11
HANDY & HARMAN REFINING GROUP and Case No. 00-20845
ATTLEBORO REFINING COMPANY, INC., Case No. 00-20846
Debtors (Jointly Administered)
JUDGMENT

Themotion of the debtor to estimatethe Mint’sclaim for constructivetrust at
zero for the purpose of allowance having been heard, after due notice, and the court
having issued a Memorandum of Decision of even date setting forth itsfindings of fact
and conclusions of law, it is hereby

ORDERED and ADJUDGED that the debtor’s motion be granted.

Dated at Hartford, Connecticut this  day of July, 2001.

ROBERT L. KRECHEVSKY
UNITED STATESBANKRUPTCY JUDGE



